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REMOVING PROSECUTORS FROM THE BOARDROOM:
LIMITING PROSECUTORIAL DISCRETION TO IMPOSE STRUCTURAL REFORMS
Jennifer Arlen

Prosecutors in the United States are no longer content to simply sanction
corporations for their employees’ crimes. They now regularly intervene in
corporations’ internal affairs by pressuring firms to adopt structural reforms
ostensibly designed to reduce the likelihood of future wrongdoing. Moreover,
prosecutors do not restrict their structural reform mandates to corporations
convicted of federal crimes. They also use deferred prosecution agreements
(DPAs) and nonprosecution agreements (NPAS) to pressure firms that are merely
potentially subject to conviction to agree to structural reforms in order to avoid
indictment or conviction. Through these DPAs and NPAs, prosecutors have
required firms to adopt prosecutor-approved compliance programs, alter the
structure of the board of directors, accept and pay for an outsider monitor, and, in
some cases, change their business practices.

Prosecutors’ use of DPAs and NPAs to intervene in the internal affairs of
nonprosecuted corporations represents a change in strategy. The Department of
Justice (DOJ) developed its non-prosecution policy to help federal authorities
detect and sanction individuals responsible for corporate crime. To accomplish
this goal, the DOJ abandoned its adherence to traditional vicarious criminal
liability and adopted a policy governing corporate indictment and conviction
designed to encourage corporations (and their directors)' to report detected
wrongdoing, identify individual wrongdoers, and cooperate with federal
prosecutions of individual wrongdoers. To encourage reporting and cooperation,
the DOJ offers to exempt from prosecution firms that report wrongdoing and
cooperate with prosecutors, while threatening firms that do not do so with
enormous criminal sanctions.?

Traditionally, prosecutors took a relatively hands-off approach to firms
eligible for nonprosecution. The boards of directors of these firms were free to
decide how best to deter and detect wrongdoing in the future. This is no longer
the case. Today, prosecutors regularly inject themselves into the internal affairs
of firms eligible for non-prosecution by requiring them to accept prosecutor-
approved compliance programs, corporate monitors, and other corporate
governance reforms in return for prosecutors’ agreement not to indict or prosecute
them. In so doing, prosecutors substitute their own judgment about what internal
corporate governance reforms are needed for the judgment of both the firm’s
board of directors and civil federal regulators.

Federal prosecutors’ propensity to require publicly held firms to agree to
structural reforms as a condition of nonprosecution raises two important
questions. The first is: should federal authorities ever impose structural reforms
on publicly held firms? The second is: when direct federal oversight is needed,
should this oversight be exercised by prosecutors, or should it instead be the
exclusive purview of federal civil regulatory authorities whenever possible? This
Chapter is concerned with the latter question.

Forthcoming in PROSECUTORS IN THE BOARD ROOM: USING CRIMINAL LAW TO
REGULATE CORPORATE CONDUCT (Anthony Barkow and Rachel Barkow, eds.) (New
York University Press, forthcoming Spring, 2011)
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This Chapter contends that prosecutors should not impose structural
reforms on nonindicted corporations. Instead, civil regulatory authorities should
exercise sole authority over mandated corporate governance reforms, in those
situations where it is appropriate for federal authorities to require firms to accept
structural reforms (including outside monitors). Prosecutors generally should not
use DPAs and NPAs to induce firms to adopt structural reforms, such as
compliance programs, because compliance program design involves difficult
judgments about when and where to centralize decision-making and to collect and
channel information. Industries and firms vary enormously as to whether, and in
what areas, the compliance benefits of decision-making centralization and
oversight exceed the costs. Prosecutors rarely have sufficient experience working
in any business, much less adequate industry-specific expertise, to make these
decisions reliably. By contrast, civil federal regulatory authorities are more likely
to have this expertise, at least with respect to the industries they regulate. In
addition, prosecutors are subject to little, if any, external oversight when they
intervene in internal corporate affairs. Moreover, prosecutors’ offices do not have
a formal process for assembling and evaluating data on different compliance
programs and monitoring plans to assess their effectiveness. By contrast,
regulatory agencies are subject to greater oversight; moreover, they have the
information-gathering abilities needed to assess compliance decisions. Agencies’
ability to gather information and collect public comments reduces the risk that
federal authorities will mandate expensive, but ultimately ineffective, measures.
Finally, regulatory agencies are in a position to conduct more widespread,
industry-specific, and formal assessments of compliance to determine if any firm-
specific mandated reforms should be adopted on a more widespread basis.
Delegating authority over governance reforms and corporate monitoring to civil
authorities would enable the federal government to use corporate liability to
induce firms to adopt effective compliance programs while reducing the risk that
federal authorities will intervene in corporate affairs without sufficient expertise
or incentives to do so effectively.

This Chapter proceeds as follows. Section | describes the unusual
structure of U.S. practice governing corporate liability and presents reasons to
question the wisdom of granting prosecutors authority to regulate corporate
governance. Section Il presents our traditional approach to corporate criminal
liability, and demonstrates why the DOJ had to abandon it in order to adequately
deter crime. Section Ill describes how corporate criminal liability evolved to
embrace a proactive policy of using non-prosecution to induce corporations to
deter crime. Section IV shows that the central goals of these reforms can be
achieved, at lower cost, if prosecutors refrain from using NPAs and DPAs to
interfere in firms’ internal operations. Whenever possible, they should leave full
authority over a firm’s internal affairs to its board of directors or, where
intervention is necessary, civil regulatory authorities.
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l. U.S. PROSECUTORS’ UNUSUAL POWER TO INDUCE STRUCTURAL REFORMS

U.S. prosecutors have considerable ability to pressure firms whose
employees apparently have committed a crime to adopt structural reforms
ostensibly designed to reduce the likelihood of future wrongdoing. This unusual
power is the result of four unique features of U.S. law that combine to give
prosecutors both the leverage needed to induce corporations to comply with their
wishes and the incentive to use that influence. Yet whereas prosecutors once used
this influence to induce corporate boards to adopt compliance programs and
cooperate, prosecutors now use their authority to intervene directly in internal
corporate affairs, both by mandating structural reforms and requiring corporate
monitoring. This expansion of prosecutorial power raises concerns.

A. Corporate Criminal Enforcement in the U.S.

Federal prosecutors are able to induce corporations subject to investigation
to comply with their wishes because U.S. corporate criminal liability is unusually
expansive and costly.

The U.S. has a wide range of criminal laws governing corporate activities,
including laws imposing criminal liability for not acting to deter crimes by others.
Moreover, the scope of U.S. corporate criminal liability is especially broad.
Corporations are potentially criminally liable for all crimes committed by
employees acting in the scope of employment, with some intent to benefit the
firm.> A firm can be criminally liable even if the wrongful employee was
relatively low level. Indeed, the firm can be held criminally liable even if senior
managers told employees not to commit any crimes and adopted measures
intended to deter them.* Accordingly, a corporation has few (if any) defenses
once a prosecutor can show that any of its employees committed a crime in the
course of employment.”

In addition, corporations convicted of a federal crime are subject to
unusually high monetary and non-monetary penalties. Criminal fines and other
associated sanctions can reach into the hundreds of millions of dollars. Enormous
government civil penalties often are imposed as well.® Beyond this, U.S.
Sentencing Guidelines grant prosecutors broad authority to impose non-monetary
sanctions on corporations. These sanctions range from sanctions that can be quite
damaging but are minimally intrusive—such as a mandate that the corporation
publicize the fact that it committed a crime—to those that intrude on internal
corporate operations, such as federally-mandated compliance programs. Finally,
many firms convicted of a federal crime are potentially subject to ruinous
collateral sanctions, such as an inability to do business with the federal
government.  For some firms, such as accounting firms, the collateral
consequences of a conviction may be fatal.

These distinct features of U.S. corporate criminal law combine to enable
prosecutors to impose substantial and intrusive sanctions on firms convicted of a
federal crime. The next two features enable and encourage prosecutors to extend
their influence to firms that are merely potentially subject to criminal conviction.
First, U.S. law is unusual in its commitment to the view that the government can
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best deter corporate crime by both imposing criminal liability on individual
wrongdoers and using the threat of corporate criminal liability to induce
corporations to help federal authorities detect crimes and prosecute individual
wrongdoers. This instrumental approach to corporate criminal liability has led to
the fourth and most distinctive feature of U.S. corporate criminal liability: the
formalized divide between the rules governing when corporations can be held
criminally liable and the formal standards governing when federal prosecutors
actually do subject corporations (especially publicly held firms) to criminal
liability for employee wrongdoing. This divide does not arise from a law enacted
by Congress. Instead, it results from a formalized exercise of discretion by the
DOJ.

Beginning in 1999, the Deputy Attorney General issued guidelines
directing federal prosecutors to refrain from indicting corporations for their
employees’ crimes when the corporation engaged in specified acts of good
conduct, such as maintaining an effective program to induce compliance with
criminal laws, promptly reporting detected wrongdoing, and fully cooperating
with federal authorities in order to bring individual wrongdoers to justice.” These
guidelines transformed the broad de jure rule of strict corporate criminal liability
into a de facto rule under which a corporation could avoid criminal prosecution by
adhering to specific enforcement duties.

Initially prosecutors employed this formalized discretion to induce firms
both to detect and report wrongdoing and to cooperate with federal investigations,
in order to help the government to identify and convict the individuals responsible
for crimes. Firms that satisfied their duties often avoided both conviction and
indictment, paying only monetary civil penalties.  Over time, however,
prosecutors changed their approach and started intervening more directly in the
internal affairs of corporations potentially subject to indictment. Specifically,
prosecutors started using their power to impose ruinous criminal liability on
corporations, in concert with their authority not to prosecute, to pressure firms to
agree to adopt structural reforms in return for not being prosecuted (or even
indicted), in addition to paying monetary penalties.®

Some of these structural-reform-imposing DPAs and NPAs do little more
than require firms to adopt compliance programs that the firms would have
adopted anyway. But others go far beyond this, requiring firms to adopt corporate
governance reforms and intrusive compliance programs that they would not have
adopted on their own.? Indeed, some DPAs and NPAs require firms to eliminate
certain business areas.’® Others require firms to accept (and pay for) an outside
monitor who may be granted substantial authority to monitor and interfere in the
firm’s internal operations.* These mandates can persist for many years.

B. Some Reasons for Concern
These structural reform DPAs and NPAs represent a change in
prosecutors’ practice. Previously, prosecutors tended to use the threat of financial
sanctions and ability to offer leniency to provide corporations with incentives to
prevent crime, report it, and help prosecutors sanction individual wrongdoers.
Prosecutors generally allowed unconvicted publicly held firms to decide how best



REMOVING PROSECUTORS FROM THE BOARDROOM 5

to deter crime. By contrast, prosecutors imposing structural reform DPAs and
NPAs assert authority to design and oversee the internal operations of firms that
have not been convicted of a crime, both directly through mandated structural
reforms and indirectly through the use of monitors who report to prosecutors.
Prosecutors’ assertion of broad, largely unfettered discretion to impose substantial
structural governance changes and to use monitors to oversee internal operations
appears to be largely unique to the corporate crime area. It raises many
concerns.'?

The most basic concern is that prosecutors may abuse this discretion
because they are not subject to any significant outside oversight. This concern
was heightened by the Bristol-Myers Squibb DPA that required the firm to spend
$5 million to endow a business ethics chair at Seton Hall Law School—the alma
mater of Christopher Christie, the U.S. Attorney supervising the case.*® While the
DOJ has taken steps to address known abuses such as this,** prosecutors’ ability
to impose a wide range of non-monetary sanctions opens the door to other similar
abuses because such sanctions can be hard for courts to scrutinize.

But there also is a more serious concern: that prosecutors, even when
acting in good faith, may impose reforms on corporations that are both
excessively costly and ineffective. Prosecutors, in mandating internal governance
reforms and asserting authority to impose corporate monitors, are stepping outside
their areas of greatest expertise—the detection, investigation, and prosecution of
crimes—and venturing into internal corporate governance reform, a subject in
which few of them have any deep experience.

Prosecutors who take the task of structural reform seriously® necessarily
inject themselves directly into corporate governance when they either dictate the
structure of corporate compliance or require a firm to accept an effective
corporate monitor. Compliance program design and oversight is a complicated
task because it involves trade-offs between structures that help deter crimes and
those that promote effective business. Crime often can be most effectively
deterred and detected when corporate decision-making is top-down, information
about corporate affairs is collected in a central location, and senior management is
subject to genuine scrutiny. Yet this structure may not be best for business.
Businesses often are best able to generate new initiatives and respond quickly to
changes in the market when they grant discretion to relatively lower level
managers and employees. Similarly, efforts to centralize information require
firms to pay more attention to record-keeping, which may slow and bureaucratize
decision-making. While effective in many situations, such efforts may be
excessively expensive and time-consuming in others. Other prosecutor-mandated
decisions—such as requirements that the CEO not also be the chairman of the
board—involve equally fundamental decisions affecting how the firm should be
governed. Monitors have an even greater potential to alter internal corporate
structure, particularly when they are granted and assert broad authority to oversee,
and make recommendations about, corporate practices. Thus, prosecutors cannot
require structural reforms without altering a firm’s internal operations in ways
that may make it a less effective business.
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This raises two important issues. The first is whether federal authorities
should ever impose structural reforms, particularly on publicly held firms, as
opposed to using the threat of corporate financial sanctions to induce directors to
take the actions they believe will most cost-effectively deter crime.’® The second
is whether prosecutors are the best authority to impose structural reforms, or
whether this authority should be exercised by civil regulatory authorities,
whenever possible. This Chapter focuses on this second issue.

The resolution of this issue depends on whether federal prosecutors can
properly serve the central goals of corporate criminal liability while granting civil
regulators sole authority over whether to impose structural reforms, wherever
possible. To answer this question, we first need to understand the central goals of
corporate criminal liability. To do this, we must understand why federal criminal
enforcement authorities abandoned the traditional system and adopted formal
guidelines governing non-prosecution.

Il. THE TRADITIONAL APPROACH AND ITS LIMITATIONS

The DOJ did not always encourage prosecutors to refrain from indicting
firms whose employees clearly had committed criminal violations—quite the
contrary. At one point, prosecutors targeted corporations. Yet this more
aggressive approach to corporate prosecution was not effective at inducing firms
to take the most basic actions needed to deter corporate crime.

A. The Traditional Approach

Prior to the 1990s, corporations whose employees committed crimes were
considered criminals, properly subject to corporate criminal liability for crimes
committed by employees in the scope of employment through the doctrine of
respondeat superior. Respondeat superior not only governed when prosecutors
could indict a firm, it often determined when prosecutors would indict. Indeed,
many prosecutors focused their enforcement efforts on obtaining corporate
convictions, often without convicting the individuals who caused the crime.*’

Although corporate criminal liability was very broad, corporate criminal
sanctions were relatively weak. Prior to the mid-1980s, convicted corporations
were subject to the same fines as individuals. These fines, which were established
with individuals in mind, were quite low relative to both the harm caused by
corporate crime and most firms’ ability to pay. Indeed, sixty percent of federal
corporate convictions resulted in the firm being fined $10,000; the average fine
was only $45,790."

Criminal penalties not only were lower than they are today, they also were
less intrusive. Convicted corporations generally only faced financial penalties.
Prosecutors generally did not impose even relatively mild non-monetary penalties,
such as probation, and rarely used criminal liability to affect internal corporate
governance, for example, by dictating the structure of corporate compliance
efforts. Finally, unindicted corporations were not subject to substantial penalties,
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and prosecutors did not require corporations to adopt substantial internal reforms
in return for agreeing not to prosecute.™

B. Deterrence Function of Corporate Criminal Liability and the Need for Reform

In the 1990s, federal authorities abandoned the traditional approach to
corporate criminal liability because it could not achieve its primary goal—
deterring corporate crime—particularly as applied to crimes arising from publicly
held corporations. To deter corporate crime, the government must ensure that the
individuals tempted to commit crimes expect to be punished. Traditional
corporate criminal liability did not achieve this goal because it both targeted
liability on the wrong place—on corporations rather than individuals—and
deterred corporations from helping the government detect and prosecute crime.

1. Importance of Individual Liability for Publicly Held Firms” Crimes

The traditional focus on corporate liability was well-suited to the crimes
that prosecutors tended to focus on at the time: crimes by closely held firms.?
Closely held firm crimes often are committed by, or with the indirect
encouragement of, the firms’” owners/managers. Strict respondeat superior
corporate criminal liability thus can serve as an effective deterrent by ensuring
that owners pay for the firm’s crime even when prosecutors cannot establish their
complicity directly.

Strict corporate vicarious criminal liability is not effective when applied to
crimes committed by publicly held firms, however. A publicly held firm’s crimes
generally are committed by managers or other employees, not by shareholders.
Moreover, the individual wrongdoers usually commit such crimes for their own
personal benefit—often job retention or promotion—and not to benefit equity.
The wrongdoers often have relatively low equity stakes. Moreover, they often are
willing to commit crimes even when the crime hurts shareholders.”*

The recognition that publicly held firm corporate crime is committed by
managers and other employees at their own direction to serve their own interests
leads naturally to two conclusions. First, criminal law cannot deter such crimes
unless it targets liability at individual wrongdoers and ensures that crime does not
pay. Second, criminal law generally should not seek to punish publicly held firm
shareholders for corporate crimes. Instead, corporate criminal liability should be
used to ensure that corporations—thus, indirectly, directors—have strong
incentives to deter crime.??

2. Goals of Corporate Criminal Liability

Federal authorities cannot effectively deter corporate crime unless
corporate criminal liability provides firms with an incentive to aid the
government’s enforcement efforts because, absent such assistance, federal
authorities often will be unable either to detect corporate crimes or identify and
sanction those responsible.  Given the complex, far-reaching, and often
decentralized nature of the modern publicly held firm, corporate crimes usually
are hard to detect. They can remain hidden for years, even forever.”® Moreover,
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even when the government does detect wrongdoing, it may be unable to identify
and punish the individuals responsible because corporate crimes often involve
actions by many people, and often the person who committed the physical act that
constitutes the crime is not the person who made the decision to commit it. As a
result, many perpetrators of corporate crime could reap large rewards safe in the
knowledge that the government would not be able to convict them. Accordingly,
to deter crime effectively, the government needs corporations’ assistance.?

Corporations can be powerful allies in the war against corporate crime, if
they so choose. First, they can reduce employees’ incentives to commit crime—
for example, by structuring their compensation and promotion policies to ensure
that employees faced with poor short-run results do not feel compelled to seek
illegal profits in order to save their jobs.”® Firms also can deter crime by creating
a “corporate culture” that promotes legal compliance.?

In addition, corporations can deter crime by helping the government detect
and prosecute wrongdoing. They can do this in three ways: by adopting
compliance programs to monitor internal activities, reporting suspected
wrongdoing, and cooperating with federal authorities’ investigations (hereinafter,
“policing”).?” Corporate monitoring is important because corporations can detect
internal wrongs more easily than can the government. Firms know their own
operations and how particular activities should be done. Thus, they can better
spot suspicious activities. Corporate cooperation also is important because
corporations generally are in a better position to identify which individuals
ultimately are responsible for the crime.?

Corporate liability is needed because corporations will not spend money to
deter crime unless the government provides them with strong financial incentives
to do s0.* Corporations will not undertake these actions unless threatened with
liability because they otherwise would not have sufficient incentive to deter their
employees’ crimes. Market forces alone are not sufficient because, absent
liability, corporations and their managers rarely are injured by these crimes.*®
Indeed, market forces may deter firms from detecting, reporting, or aiding in the
prosecution of crimes that would undermine the firm’s reputation with customers,
suppliers, creditors, or shareholders, in order to avoid the resulting reputational
market penalty.®

Corporate criminal liability is one of the tools the government can use to
induce corporations to engage in prevention and policing. The government can
use a combination of criminal and civil corporate liability to induce firms both to
prevent wrongs and to aid the government’s enforcement efforts by monitoring,
reporting, and cooperating. Unfortunately, the traditional approach to corporate
liability, which combined strict respondeat superior liability with low criminal
sanctions, did not achieve either goal.

3. Problems with the Traditional Approach

The traditional strict respondeat superior corporate criminal liability failed
to achieve its central goal—deterrence—because it discouraged firms from
engaging in policing activities: monitoring, reporting, and cooperation. A
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corporation will spend money on policing—notwithstanding the threat of any
financial penalties (government-imposed, private damage actions, and/or
reputational)—if criminal liability is structured to ensure that firms which do not
monitor, report, or cooperate fare worse than those who do. Traditional strict
respondeat superior corporate criminal liability created the opposite incentive
structure. It discouraged firms from policing because under this rule a
corporation that works to bring individual wrongdoers to justice also increased its
own expected criminal liability for its employees’ crimes. A firm that adopted an
effective compliance program to detect wrongdoing thereby increased the risk that
the evidence it created would be used to convict it if a crime occurred. A firm
that reported wrongdoing could not do so without increasing its risk of being
found criminally liable. By contrast, a company that turned a blind eye to the risk
of crime, or even evidence of crime, might avoid sanction altogether. In addition,
if the wrong was detected, the firm would not be subject to any formal increased
sanction for not reporting or cooperating.*

Thus, far from encouraging monitoring, reporting, and cooperation,
traditional corporate liability actually discouraged it. Moreover, this rule created
the greatest incentives not to police in the very situation where policing was most
needed: when the government could not detect the crime without the
corporation’s assistance. Accordingly, it should come as no surprise that, under
the traditional regime, publicly held corporations did not generally rush to adopt
effective compliance programs or to report crimes and cooperate with federal
authorities.®

The traditional approach also failed to provide corporations with adequate
incentives to prevent crimes directly—such as by changing compensation and
promotion policies—because traditional corporate criminal sanctions were too
low to provide firms an adequate incentive to refrain from profitable business
practices that increased the risk of crime.** Moreover, given the lack of corporate
monitoring and cooperation, publicly held firms faced a relatively low risk that
wrongs would be detected or successfully prosecuted.

I11. EvOLUTION OF FEDERAL CORPORATE CRIMINAL LIABILITY

Beginning in the mid-1980s, federal authorities adopted a series of
reforms designed, in significant part, to improve the deterrence function of
corporate criminal liability. These reforms 1) increased corporate criminal
sanctions; 2) increased prosecutorial authority to impose non-fine criminal
sanctions, including government-imposed compliance programs, on firms
convicted of a crime; 3) transformed the traditional de jure regime of strict
corporate criminal liability into a de facto regime in which corporations face
criminal liability only if they neglect all their policing duties; and 4) encouraged
prosecutors to target their enforcement efforts at convicting wrongful individuals.
This initial slate of reforms dramatically transformed corporate liability, yet left
prosecutors in their traditional role: free to use the threat of financial sanctions
and their discretion to award leniency to deter wrongdoing. Then prosecutors
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took these reforms a step further, using DPAs and NPAs to impose structural
reforms on non-indicted corporations.

A. Increased Monetary Sanctions

In the mid-1980s, Congress took the first step towards reform when it
adopted statutes specifically governing the fines to be imposed on corporations,
thereby dramatically increasing the sanctions imposed on corporations convicted
of federal crimes. To further enhance corporate sentences, Congress later
empowered the United States Sentencing Commission to promulgate sentencing
guidelines governing the sentencing of organizations. In 1991, the Sentencing
Commission adopted the United States Sentencing Commission Guidelines for
Organizations, with the explicit intent of increasing criminal fines imposed on
corporations. The Guidelines also substantially increased the use of criminal non-
fine monetary sanctions, such as criminal restitution and remediation.*

These measures achieved their goal. Average criminal fines imposed on
publicly held corporations after the Guidelines were ten times higher than
previously. Whereas in the four years prior to the Guidelines, the average fine
imposed on a convicted publicly held firm was $1.9 million, in the five years after
the Guidelines, a publicly held firm convicted of a federal crime was subject to an
average fine of $19 million in cases constrained by the Guidelines (in 1996
dollars).*® Median fines increased from $633 thousand to $3.1 million in cases
where the judge was legally bound to follow the Guidelines. Average total
sanctions imposed on convicted publicly held firms—including criminal fines,
non-fine criminal monetary sanctions, government civil penalties, and private
civil sanctions—increased from $13.3 million®” to more than $49 million (1996
dollars).*®

B. Expanded Non-Monetary Sanctions: Compliance as a Punishment

The Guidelines also expanded the non-fine interventions imposed on
corporations convicted of a federal crime, by both requiring courts to impose
probation in more circumstances than previously and expanding the range of
sanctions that would be imposed pursuant to a probation order.*

In its narrowest form, probation simply prohibits the firm from
committing another criminal violation, of any sort, for a particular period of time.
Yet even this form of probation has potentially serious consequences because it
substantially increases the cost to the firm of any future violation. Any future
crime would subject the firm to criminal penalties directly as well as to additional
penalties for the original crime (since the subsequent crime would violate the
probation order). Beyond this, the Guidelines also encourage prosecutors to use
probation as a vehicle for imposing additional non-monetary sanctions on a firm,
such as requiring the firm to implement a monitoring program, submit to
inspections, publicize its conviction, or undertake community service. Indeed, the
Guidelines mandate the imposition of court-mandated compliance programs in
certain circumstances. The Guidelines also permit courts to take a variety of
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actions to reduce the probability of future wrongdoing, including prohibiting the
corporation from engaging in specific business practices.*

C. Broad Individual Liability; Duty-based Corporate Criminal Liability

During the 1990s, federal authorities also changed their approach to the
proper roles of both individual and corporate criminal liability for corporate
crimes. Prosecutors came to recognize that individual liability should be the
cornerstone of the government’s effort to deter crime and focused more attention
on obtaining individual convictions. Eventually, they became more willing to
send publicly-held firm executives to jail for white collar crimes.

This move towards enhanced individual liability was accompanied by a
transformation of corporate criminal liability. During the 1990s, the U.S. moved
away from strict respondeat superior liability towards a more “duty-based”
corporate criminal liability regime in which corporations could reduce, or
eliminate, criminal liability by engaging in effective policing, such as adopting
effective compliance programs, self-reporting, and cooperating with federal
authorities. The transformation in the structure of corporate criminal liability took
place in stages.

The 1991 Organizational Sentencing Guidelines took the first step away
from strict respondeat superior liability by mandating a lower minimum and
maximum fine for any convicted corporation with an effective compliance
program. The Guidelines require additional mitigation if the firm reported the
wrong within a reasonable time and/or cooperated fully with federal authorities.
The Guidelines also provide that corporations taking these steps could avoid
being subject to criminal probation, with the attendant threat of ongoing
government involvement in the corporations’ affairs.**

The Guidelines are an improvement over the prior system. But they do not
offer sufficient reward for reporting and cooperation to induce firms to adopt
effective policing. The central problem is simple: the Guidelines reduce the
criminal sanction imposed on firms that monitor, self-report, and cooperate, but
nevertheless leave them subject to criminal liability. This discourages firms from
reporting suspected wrongdoing and cooperating because many would suffer
enormous negative consequences from any federal conviction, as a result of
collateral penalties, civil damages actions, and, in some situations, enhanced
reputational penalties.*?

Recognizing this problem, the DOJ intervened to alter the de facto
application of corporate criminal liability by offering to insulate firms which
engage in effective policing from the threat of criminal liability. In order to
ensure that firms retain incentives to prevent wrongs even when they expect to
avoid criminal sanctions, federal authorities continued to impose civil penalties on
firms potentially subject to criminal liability.*

Specifically, starting in 1999, then-Deputy Attorney General Eric Holder
issued federal prosecutors a set of guidelines detailing factors for them to consider
in deciding whether to prosecute a corporation whose employees committed a
crime.** Of particular importance, the Holder Memo stated that, in deciding
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whether to exempt a corporation from prosecution, prosecutors should consider
the effectiveness of the firm’s compliance program, whether it promptly reported,
and its level of cooperation with the government. The Holder Memo indicated
that prosecutors should not prosecute firms that had satisfied all their enforcement
obligations. Prosecutors were left with considerable discretion about how to
handle firms which satisfied some, but not all, of their enforcement duties. Firms
exempt from criminal prosecution based on good corporate policing nevertheless
could be, and often were, subject to civil penalties.

In 2003, the Holder Memo was superseded by the Thompson Memo. The
Thompson Memo encouraged prosecutors to focus on the “authenticity” of
cooperation as a precondition for non-indictment and added “pretrial diversion”
(e.g., deferred prosecution) to the other options available to prosecutors seeking to
reward good corporate conduct.* Following the adoption of the Thompson
Memo, prosecutors increasingly employed DPAs and NPAs, under which they
agreed not to prosecute only if firms satisfied certain conditions.

D. Structural Reforms Mandated Through DPAs and NPAs

Initially, prosecutors usually used DPAs and NPAs to give them leverage
over corporations, in order to ensure that corporations paid any monetary
penalties imposed (including by state authorities) and continued to cooperate with
the federal prosecution of any individual wrongdoers. Yet, over time, leading
prosecutors’ offices changed their approach. They started using these agreements
to impose on non-convicted firms the type of internal governance reforms that the
Guidelines had encouraged them to impose on convicted firms, such as requiring
firms to adopted prosecutor-sanctioned compliance programs.  Moreover,
prosecutors started requiring firms to hire corporate monitors with broad authority
to oversee firms’ operations, and sometimes with authority to intervene in internal
operations. Through these measures, prosecutors no longer sought simply to
induce firms to engage in effective prevention and policing. They now sought
both to dictate to firms both how they should deter wrongdoing and to directly
supervise their efforts to comply. In so doing, prosecutors in effect stepped out of
their traditional role and into a role usually assumed by civil regulatory
authorities.

IV. DETERRING CRIME WITHOUT GOVERNANCE BY PROSECUTORS

Prosecutors’ use of DPAs and NPAs to impose structural reforms and
monitors on publicly held firms represents a fundamental shift in the goals that
motivated both the Organizational Sentencing Guidelines and the Holder memo.
The reforms of the 1980s and 1990s were intended to deter corporate crime by
both targeting federal prosecutions at wrongful executives and providing
corporations with strong financial incentives to adopt effective prevention and
policing measures. The premise was that corporations—at least those entitled not
to be convicted—could best determine for themselves what measures would best
enable them to fulfill their compliance duties. Federal regulators could provide
any additional needed oversight or regulation. Structural reform DPAs and NPAs
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represent a determination that the federal authorities in charge of criminal
enforcement should not only act to detect and sanction wrongs—and induce
corporations to cooperate—but they also should intervene directly in the affairs of
unconvicted (and usually unindicted) corporations to help ensure compliance.

Many reasons exist to question the wisdom of this approach as applied to
publicly held firms. Of particular importance, this approach allows prosecutors to
assume authority to make decisions affecting the very structure of how a
corporation is run—authority usually enjoyed by its board of directors—
notwithstanding the fact that prosecutors rarely have either any experience
working for or running a business or a deep understanding of the industry being
regulated. They also have only a limited understanding of the internal workings
of the specific corporations that the compliance program would apply to.
Moreover, prosecutors’ offices rarely employ any institutional mechanisms for
auditing or collecting information on the effectiveness of any reforms imposed, in
order to evaluate whether the measures are cost-effective. Finally, they are
subject to little if any genuine oversight and have no formal mechanisms for
public feedback.

The limitations of prosecutorial imposition of structural reforms raise the
question of whether it is possible to achieve the deterrence goals of corporate
liability without granting prosecutors the authority to impose internal structural
reforms on publicly held firms—particularly those that have not been indicted. It
is. The answer lies in recognizing that, although there arguably are situations
where non-convicted publicly held corporations will not attend properly to
compliance unless federal authorities intervene more directly in their internal
affairs, those situations are likely to be rare. Moreover, there is no reason why
this intervention needs to be done by prosecutors, when there exists a civil
regulator with authority to intervene.

A. Deterring Crime without Prosecutor Supervision of Compliance

As previously explained, a central goal of corporate liability is to induce
corporations to help deter crime by monitoring for wrongdoing, and, if any
wrongs are detected, by reporting wrongdoing to federal authorities, and
cooperating with investigations to help identify and sanction all culpable
individuals. Corporate liability is needed to induce firms to undertake these
policing expenditures because, without the threat of liability for failure to do so,
they often will find that the cost of policing exceeds the benefits. Corporate
criminal liability can be used to induce corporations to monitor, report, and
cooperate if it is structured in such a way that a firm that assists the government in
the detection of crime faces a lower expected sanction than a firm that does not —
where the expected sanction is the actual sanction adjusted by the probability of
detection.”® Given that policing inevitably increases the probability that a firm is
sanctioned, the only way that the government can induce corporations to police is
to ensure that the sanction imposed on them when they do is much lower than the
sanction imposed on them when they do not. *’

Federal authorities generally can accomplish this goal through a two-step
mitigation regime. Firms should face default civil liability whenever an employee
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commits a crime in the scope of employment. The firm should face an additional
penalty if it did not have an effective compliance program and a second penalty if
it failed to report and cooperate.

The best way to ensure that firms have adequate incentives to satisfy each
aspect of policing is to ensure that they can be confident of benefiting from one
aspect of policing (for example, cooperation), even if they are not sure that they
will satisfy their duties with respect to the other aspect (for example,
compliance).”® To induce reporting and cooperation, the government must give
publicly held firms credit for reporting and cooperating even if the firm’s
compliance program was ineffective. In turn, a firm must expect to get credit for
adopting an effective compliance program even if the board thinks the firm might
later fail to promptly report or cooperate (for example, because of resistance by
executives).*

This analysis has important implications for the debate over prosecutorial
authority over corporate compliance. It demonstrates that federal authorities must
evaluate the effectiveness of corporate compliance programs, imposing higher
sanctions on firms that fail to adopt effective compliance programs than on firms
that adopt and supervise an effective compliance program. This ability to review
compliance programs, and to penalize those that are inadequate, inevitably grants
federal authorities de facto ability to induce firms to adopt compliance programs
likely to satisfy federal authorities.

Yet it also reveals that there is no particular reason why federal
prosecutors should be in charge of assessing compliance program effectiveness.
As previously explained, federal authorities cannot induce effective policing
unless they separately reward effective monitoring and effective reporting and
cooperation.  Federal authorities could effectively do this by encouraging
prosecutors to base their charging decisions on whether the firm self-reported and
cooperated. Prosecutors can tell corporations that any publicly held firm that self-
reports detected wrongdoing and fully cooperates is exempt from prosecution.
Civil regulatory authorities could then determine the magnitude of the civil
sanction based on whether the firm had an effective compliance program,
imposing a higher sanction on firms that did not than on those that did.*°

Moreover, and more importantly, the preceding analysis reveals that
federal prosecutors can achieve the goals of corporate criminal liability without
using DPAs and NPAs to impose structural reforms on publicly held firms as a
precondition of non-indictment. First, when liability is structured properly,
federal authorities rarely should need to require publicly held firms to adopt firm-
specific structural reforms because the threat of liability for ineffective
compliance should induce firms to take compliance seriously. Second, in those
relatively rare circumstances where federal authorities may need to mandate firm-
specific structural reforms,® there is no particular reason why these mandates
should be imposed by federal prosecutors. Indeed, analysis of the relative
institutional expertise and structures of prosecutors and regulatory agencies
reveals that federally-mandated structural reforms are most likely to be effective
if the task of designing and imposing structural reforms is left entirely to federal
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civil regulators, at least in the areas over which they have jurisdiction and
competence.

Federal prosecutors step outside their proper role and institutional
expertise when they require publicly held corporations to accept structural
reforms as a precondition of not being prosecuted. It is true that federal criminal
law does impose specific duties on firms in some circumstances. When it does,
prosecutors are within their rightful authority to require that firms adhere to these
duties as a condition of probation or non-prosecution. Similarly, prosecutors
operate within the traditional confines of the criminal law when they decide to
subject firms to a higher penalty if the firm actively encouraged a crime or failed
to take active steps to deter it. But most DPAs and NPAs that mandate structural
reforms do not restrict themselves to measures previously required by Congress or
a federal regulatory agency. Instead, they require firms to adopt internal reforms
that are not required by either a statute or an agency ruling as a precondition for
not being indicted. In so doing, prosecutors are crossing the line from criminal
enforcement to direct regulation, a line that they generally should not, and need
not, cross. The task of imposing structural reforms should, wherever possible,
remain the purview of civil regulatory authorities.

Federal civil regulators should be granted sole authority over whether to
impose structural reforms because they are more likely to have the expertise
needed to determine when and which structural reforms are needed. Federal
authorities seeking to design an effective compliance program and monitor
corporate behavior must attend carefully to the most likely sources of criminal
activity within an industry and a specific firm, and they must evaluate the best
way to deter such activity without hobbling the firm excessively. To do this
effectively, authorities must have expertise that reaches beyond the criminal
arena. They must understand business operations, both in general and in the
industry in question.  Civil regulators often come from industry, and thus often
have first-hand knowledge of both the factors in a given industry that are likely to
induce people to violate the law and the compliance measures that are best able to
detect such wrongs. Moreover, civil regulators also often have better information
about what structural reforms are needed because they tend to be engaged in long-
term formal and informal dialogues with regulated firms, and thus have better
information about the costs of various compliance measures.

Prosecutors, by contrast, generally have little direct experience working in
the industry in question. Indeed, many have little experience working for any
business. Moreover, many prosecutors evaluating compliance programs have little
long term experience regulating firms in the industry in question. Accordingly,
they often lack the expertise needed to assess the best way to achieve effective
compliance. As a result, prosecutorial assertion of authority tends to lead towards
the adoption of standardized boilerplate compliance measures, which are
expensive and may not be tailored to the special risks or concerns of individual
firms or particular industries. These mandated reforms not only are expensive,
they also may inhale resources the firm otherwise could have used to adopt more
effective measures better tailored to its situation.
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In addition, prosecutors appear to be more likely than are civil regulators
to impose unnecessarily costly or ineffective structural reforms because few (if
any) formal mechanisms exist to ensure that prosecutors imposing DPAs and
NPAs learn from either their own mistakes or those of other prosecutors. Many
DPAs and NPAs enable prosecutors to exert supervisory authority over a firm for
an extended period of time. Yet prosecutors’ exercise of this authority is subject
to little, if any, oversight. Moreover, prosecutors rarely receive the kind of
detailed ongoing information about either the firm or the industry to enable them
to reevaluate their decisions. Nor do prosecutors’ offices have the ability to
conduct the type of industry-wide cost-benefit assessments of program
effectiveness needed to mandate reforms which are effective on average. Without
the incentive or the ability to conduct ongoing studies of their own decisions to
determine which ones work, there is little reason to expect that the benefits of
prosecutor-mandated programs are worth the cost.

By contrast, federal regulatory agencies often gain firm-specific
information and industry-specific information over time. They also have the
institutional ability to conduct ongoing empirical assessments of the effectiveness
of their own measures,* as well as industry-wide assessments of how best to
induce compliance. Civil authorities also are subject to considerably more
oversight, since they are required to act in the open, and risk potential challenge
on cost-benefit grounds. Finally, civil authorities are better able to adopt
procedures to enable corporations to obtain ex ante input on the effectiveness of
compliance measures.

Thus, federal civil regulators with authority over the firm generally are in
the best position to determine both whether to impose any structural reform on a
firm, and, if so, which reforms should be imposed. They also can better assess
whether the reforms should be firm-specific or industry-wide. Thus, federal
prosecutors should retain their policy of not indicting firms that self-report and
cooperate, but should refrain from using this authority to gain leverage to force
firms to adopt structural reforms, so long as there exists a competent civil
regulatory agency with the ability to impose structural reforms as part of its own
enforcement process.”®

V. CONCLUSION

Deterring corporate crime is an important goal of federal law. Yet federal
law can only achieve this goal if it is properly structured. In particular, firms need
strong ex ante incentives to adopt effective compliance programs. They also need
strong ex post incentives to report detected wrongdoing and cooperate in the
conviction of responsible individuals. Until recently, federal criminal authorities
attempted to achieve these goals through the use of financial incentives, in the
form of the threat of criminal and civil sanctions for corporate crime and the offer
of leniency for good corporate citizens. They did not seek to regulate the internal
corporate governance of individual firms. During this decade, however, federal
prosecutors have asserted broad authority to interfere in the internal affairs of
firms potentially subject to prosecution by using the threat of indictment to induce
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firms to agree to structural reforms and corporate monitors, in return for an
agreement not to prosecute.

While well-intentioned, federal prosecutors generally should be precluded
from exercising this quasi-regulatory authority whenever there is a civil
enforcement authority well-positioned to oversee compliance. This complete
grant of authority to civil enforcement authorities to regulate corporate
compliance (where possible) is superior to the current approach because civil
authorities are better positioned to design compliance programs because they
generally have a deeper understanding of the regulated industry and also have
formal mechanisms to permit internal assessment of their own policies. This
approach will remove prosecutors from where they do not belong, thereby better
enabling those authorities with the requisite expertise to regulate corporate
compliance where necessary.
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